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China’s Defense Industry Conversion Program (U) 


Key Judgments 
YS) Beijing's leadership has determined that converting a significant portion of the defense 
industry to manufacturing consumer goods is required for China’s continued healthy eco- 
nomic growth. 


(8) Successful conversions to profitable civil production are increasing in number but are 
still random in nature. There is not yet a “magic” formula for success. 


tS) The defense industry remains bloated, both in terms of excess labor and idle production 
capacity. 


WK In many cases, “diversion” is more descriptive of the process than “conversion,” as 
defense industry planners insist on maintaining unprofitable production lines. 


TS) Other problems include political and financial constraints as well as naivete in running 
profitable businesses, particularly with regard to marketing. 


Ys) Current and planned initiatives will help, but the process will continue to be very difficult 
and quite costly, both in human and economic terms. 
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The Defense Industry 


7S} Production capacity in China’s defense industry is 
concentrated in the hands of three groups: ministries 
under the State Council. the People’s Liberation Army 
(PLA), and the Commission of Science, Technology 
and Industry for National Defense (COSTIND). 
COSTIND is directly responsible to both the State 
CouncH and the Chinese Communist Party Military 
Commission for coordinating and supervising 
tesearch, development, testing, and release tor produc- 
tion of weapons and equipment for national defense. 
COSTIND also shares production quality control 
responsibilities with the PLA. The majority of defense 


production plants, factories, and export/import compa- 
nies are subordinate to either the PLA or one of three 
national ministries: Machine-Building and Electronics 
Industry (MMBEN, Aerospace Industry (MASI), and 
Energy Resources (MER). In addition, the China State 
Shipbuilding Corporation (CSSC) and China Electron- 
ics Industry Corporation (CEIC or CHINATRON). 
which are generally regarded as ministry-level entities, 
are both significant defense industries. Other major 
Organizations that either support or coordinate defense 
industry activities include the State Science and Tech- 
nology Commission, State Planning Commission, 
State Education Commission, Foreign Affairs Minis- 
try, State Security Ministry, and Foreign Economic 
Relations and Trade Ministry. 
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Conversion 





(U) China’s effort to turn thousands of state-run facto- 
ries producing obsolcte or marginal military hardware 


into profitable sources of marketable consumer goods. - 


began in the early 1980s. The idea was rather simple: 
reduce defense-related output and redirect the idle 
capacity and resource savings toward producing con- 
sumer goods that can be marketed abroad. Income 
would come in the form of foreign hard currency that 
would revitalize China's ailing state-run factories 
without significant outlays from central coffers. Deng 
Xiaoping’s new breed ‘of economic advisers recog- 
nized the economic burden their arms industry had 
become and hoped to recover the “opportunity costs” 
by physically converting the industry. 


‘SLAs foreign arms markets became more competitive 


and began to shrink in the mid-1980s, Chinese manu- 
facturers found their market share eroding rapidly. 


“RSQ The defense industry conversion process has paral- 


leled economic reforms in the civil sector, but without 
the on-again, off-again lurching caused by political 
conservative versus reformer infighting. As with most 
Chinese programs, various ideas were first tested in a 
small number of factories with only generic guidance 
provided by Beijing. 


US However, the guidelines often contain as many 
constraints as they do incentives. In many cases, 
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incentives to conversion have been offset by such. 
requirements as maintaining the old but tdle arms pro- 
duction line and retaining all employees on the pay- 
roll. Some reports suggest, in fact, the program 1s more 
“diversion” than “conversion,” as completely separate 
plants, often in coastal cities, have been built to pro- 
duce civilian goods. The corresponding arms plants. 
particularly those built as part of Mao Zedong’s geo- 
graphically protected “Third Tier” in rugged central 
mountain areas, lay idle while consuming profits. just 
to maintain a facade of readiness. 


VS) Beijing has also suspended much of the authority 
of defense industry managers to reduce labor costs. 
Several state enterprises dismissed hundreds of excess 
employees at a time last year. Official government pol- 
icy initially mandated such action, but after repeated 
incidents of violent labor reactions, the dismissals 
were halted. The Chinese Communist Party leadership 
remains more concerned with civil unrest than eco- 
nomic growth. Economic reform, of which defense 
industry conversion is a part, will proceed only in a 





China’s Output Claims — 


Public claims of incredible changes in percentages 
(up to 80 percent) of output from military to civilian 
goods deserve a note of caution. China is in the 
throes of implementing new accounting ‘and reporting 
regulations. The task . is.4qbring -China’s fiscal 





accounting system hsintetiational stan- 
dards, both tov if seat and to 
attract fe nvestie Pen bduction out- 
put reporting ie Fanti Bon end-item 
sales jitcd's Dra tOte pies that are 
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productiori “arid-do' net aves alie'e value for 
labor inputs. When converted to monetary figures for 
public reporting purposes, thera is often an inconsis- 
tency in the rates that are applied. Toys, such report- 
ing can indicate a trend, such as progress, but should 
not be considered té"be ddotrate NG any specific 


degree. CORTIDENTiAte 
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‘stable civil arena. Now, defense industries may again 
dismiss employees, but the companies must provide a 
healthy welfare net to those laid off. In many cases, the 
cost of the severance benefits makes termination less 
attractive than simply retaining the employees. Thus, 
political considerations will continue to significantly 
constrain enterprise managers and hamper widespread 
success. The few true success stories have received 
disproportionate publicity. 
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Confusion Reigns 
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Corporation, COSTIND’s Xinshidai Corporation. and 
MMBEIs North Industries Group (NORINCQ(G)). 
Also competing for sales. to a lesser extent, are CSSC. 
MASF's aviation corporations. and others. Thus. con- 
fusion and conflict exists between ministry-level orga- 
nizations over responsibility and authonty for 
implementing the conversion program. The disorgani- 
zation is eaacerbated by the recent and ongoing reor- 
ganizations of such major entities as NORINCO(G) 
and numerous newly formed, export-oriented corpora- 
tions, many of which should be classified as holding 
companies. 





The PLA’s mouatly mate fie 
. “ea Sas aed ’ 
The People's Liberation Army (PLA) has 9 rated its + 
own factories since the 1950s. These fac cine es 





PLA or companies a0 TAN mn iv be 
mission. Output i distributed internally 
within the PLA, while’some was exported to support 
various foreign communist governments and revolu- 
tionary movements. The number and types of cus- 
tomers gradually increased, tuming the military 
equipment business into a major source of revenue 
for the PLA. The factories are now generally subordi- 
nated to COSTIND or the GLD. UNCLASSIFIED 
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The PLA Entrepreneurial Phenomenon 
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China's Defense Indust | 
Military-to-Civilian Conversion Program | 
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(b)(2) TREND There are still major problems, though, 


some of which are most evident in a few of the major 
end-item plants. These factories fall under the regula- 
tory category of state-run, state-owned enterprises. 
They are subject to China’s most restrictive limitations 
on management flexibility, employee policies, and 
loan availability, yet they are being required to become 
economically viable, self-supporting companies. 


(Review-of above paragraph coordinated 
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Table 4 
Civilian Production 
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While many companies were sega to’ oversee 
various segments of the military production system, 
none was as successful as NORINCO. By the late 
1960s, NORINCO had become China's premier 
arms merchant, offering an assortment of weapons 
and equipment ranging from small pistols to tanks 
and self-propelled artillery. To meet the unique 
demands of the conversion process, NORINCO’s 
corporate headquarters, China North industries 
Group (NORINCO(G)), recently reorganized. 
Among the many services the new structure is 
designed to offer are Improved flexibility in fi mana 
new ventures and conversions witl(-¢o: 
financial assets a modem, aggress 
vraag 








. Marketing, the Key 


(U) Recent initiatives will also help to overcome one 
of the industry’s most perplexing problem, marketing. 
Many of the plant managers, accustomed to producing 
weapons based on the “state plan," have assumed that 
if they made a consumer product, it would be sold. 
How that was to happen is a mystery they have failed 
to solve. Both NORINCO(G) and COSTIND have 
stepped in, organizing trade fairs to present civilian 
wares from defense plants. For factories not under 
COSTIND’s umbrella, enterprising nongovernment 
firms have taken on the advertising and marketing 
requirements, for a fee. 





Outlook 





S Beijing is committed to defense industry conver- 
sion primarily for economic reasons, but the program 
also is consistent with China’s overall military mod- 
ernization effort. However. even as the defense indus- 
try matures as it gains experience in the marketplace, it 
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, NB Marketing: The Forgotten Endgame 
£SOne of the most perplexing problems facing con- 
". verted enterprises is that of marketing their products. 

z The consumer goods bazaar is a new experience for 
any of these firms. They are more accustomed to - 
state planning offices telling them how much tot poe 
bce dude and where to deliver it. One of the more probe"? 
“Demat results has been burgeoning inventories of 

* gots with no apparent customers. 






“Both of China’s leading defense industry organiza- 
jons, China North industries Group (NORINCO{G)) . 
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will continue to be held back by politcally imposed 
limitatrons. State-run defense firm managers will not 
be given the degree of autonomy enjoyed by their 
purely civilian counterparts, nor will they be given the 
priority for resource matenals that they had in past 
years. Rather. they will have to compete for resources 
in the marketplace. Further, they will continue to be 
required to maintain many existing, economically 
inefficient arms production lines, at their own expense. 
They also will probably have to continue to endure 
PLA demands to produce whatever the military orders 
at prices determined by the PLA, regardless of actual 
production costs, which tend to constantly increase 


due to infrequent and minimal orders. Conversion will - 


most hkely continue at a moderate pace for the next 
several years. There will be no overnight transforma- 
tion, dashing the PLA’s hopes for an economic miracle 
to fund Ingh-tech weapon development and other 
aspects of military modermization. 





(U) This report contains information as of 5 March 1993. Questions 
and comments may be addressed t Asia 
Division, Directorate for Current intelligence (J-2) (DISTS 960-3191, 
Commercial 703-697-2362, DSN 227-2362). 
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